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These Principles of Cost Accounting
constitute a report made to the New
England Manufacturing Jewelers’ and
Silversmiths’ Association by ERNST &
ERNST and are based upon actual sur
veys made by their representatives of
a number of jewelry factories in Prov
idence and Attleboro.
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PREFACE
IF the members of The New England Manu
facturing Jewelers’ & Silversmiths’ Asso
ciation are to receive the benefits from
Uniform Cost Accounting now being obtained
by the membership of other associations, it will
be because some system of Cost Accounting
will be developed that will be practical and
adaptable to the needs of the smaller manu
facturer in the industry. Therefore, we have
given consideration to the establishment of cer
tain well defined accounting principles that will
apply to all concerns in the industry, large and
small, and have developed methods that may
be used by the small manufacturer to meet his
requirements and more detailed methods in
volving more clerical labor to meet the re
quirements of the larger manufacturers.
We have concluded that we will submit our
recommendations under two general headings;
i. e.
1. Accounting Principles
2 . Application of Accounting Principles in
the Determination of the Cost of Production
and Selling
Under the general heading, “ Accounting
Principles,” we submit a general plan of expense
classifications with definitions that will apply
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uniformly to all concerns both large and small.
The accounting principles are recognized as uni
form for all industries and are the fundamental
requirements for all concerns that are compelled
to keep accounts.
Under the general heading, “ Application of
Accounting Principles in the Determination of
the Cost of Production and Selling,” we submit
a practical basis for the allocation of Materials,
Labor and Overhead Expense to product, and
two methods of Cost Accounting, to meet the
requirements of the large manufacturer on the
one hand, and the small manufacturer on the
other; i. e.
1. Job Order Costs— For the Larger Manu
facturer
2. Schedule Costs— For the Smaller Manu
facturer
E rn st & E rn st

Cost Accounting

5

ACCOUNTING PRINCIPLES
T O principal factors enter into the cost of
W
each article manufactured for sale; i.e.
1. Cost of Manufacture
2. Cost of Selling
Three factors enter into the cost of manu
facture; i. e.
1. Direct Materials
2. Direct Labor
3. Manufacturing Expense
The following definitions will serve as a guide
to the expenses included in each of the three
factors entering into the “ Cost of Manufacture.”
1. D i r e c t

M a t e r ia l s

The item, “ Direct Materials,” applies to all
materials and parts that are purchased or made
for use in and become a part of the article
manufactured for sale, and include such mater
ials as gold, silver, base metals and findings.
Outside work, such as stone setting, engraving,
coloring and enameling, where it is not done
in the member’s plant, should be classified under
Direct Materials as no Manufacturing Over
head Expense applies thereon. (See Waste and
Shrinkage, Page 20)
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D ir e c t

L abor

The term, “ Direct Labor,” (or Productive
Labor) consists of wages paid for labor per
formed upon and which can be charged directly
to or identified with the article manufactured.
3. M a n u f a c t u r i n g

E xpense

The term, “ Manufacturing Expense,” applies
to that expense that cannot be charged directly
to any particular article manufactured, and
includes such items as Depreciation of Build
ings, Machinery and Equipment, Repairs, Rent,
Light, Heat, Power and other Sundry Expenses.
G eneral

A c c o u n t in g

We submit as Exhibit “ A ” a typical “ Chart
of Expense Classification” which will serve to
illustrate the accounts that are included in
Manufacturing and Selling Expense, and the
manner in which the Manufacturing Expense
Accounts may be allocated to the Manufac
turing Departments.
The first step necessary in any plan of Cost
Accounting is the adoption of a “ Classification
of Expense” adaptable to the requirements of
the business, and the preparation of the neces
sary books of account and record for recording
the transactions in accordance therewith.
The second progressive step in Cost Account
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ing is the adoption of a basis for allocating
Expense to product. For your membership we
recommend that Manufacturing Expense be
allocated on one of two plans; i. e.
(a) As a percentage on the Direct Labor
(b) As a rate per hour (Man or machine)
We found that a number of the manufac
turers in the Association were applying Manu
facturing Overhead Expense to product on the
basis of Material and Labor, and only a few
manufacturers were applying it on the basis of
Direct Labor. It is generally conceded that the
application of Manufacturing Overhead Expense
to product on the combined value of Material
and Labor is incorrect, and only serves wherever
it is used and particularly in your industry, to
grossly distort all cost comparisons and to
deceive those who follow this practise.
No accounting plan is complete or safe until
provision has been made for controlling the
elements that enter into Costs, and proof ob
tained of the accuracy of the figures used. The
necessary control of cost accounts and the proof
of their accuracy is only obtained through pro
per Controlling Accounts maintained on the
general books. Cost data obtained by a process
of estimating any or all of the elements that
enter into the cost of production are unsafe
unless proven by accounts on the general books.
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Without controls, waste, dishonesty and error
remain undetected and frequently serious situ
ations arise before such wastes are discovered
by other than accounting means.
A Monthly Statement of Profit and Loss is
possible of attainment by any manufacturer in
the industry and in every case without the
expenditure of a large amount of time or money.
A c c r u in g

C harges

It is necessary to consider accruing and ap
plying each month, charges for depreciation,
taxes, insurance and items of a like nature.
D e p r e c ia t io n

Depreciation of buildings, machinery and
equipment should be made on a uniform basis
and be consistently observed by all members of
the Association. Wherever the size of the manu
facturing operation warrants it, Depreciation
should be allocated to Manufacturing Depart
ments. In the smaller plants this would be un
necessary and in such cases would be treated
as one of the general items of Manufacturing
Expense.
T ools

and

D ie s

Tools and Dies to a going concern have a
real tangible asset value, and as such are car
ried on the books of the average concern at a
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nominal value; the replacement value in prac
tically every case would be much higher than
the book value.
It is our opinion that Tools and Dies should
be carried on the books at a fixed valuation
that would be most conservative and that the
annual expenditure for new Tools and Dies and
the repairs thereon, should be absorbed in
Manufacturing Expense as part of the Cost of
Production. There may be some objection to
this procedure from a technical accounting
standpoint but it is necessary to subordinate
the technical to the practical in this case.
As an alternative plan we suggest an annual
depreciation allowance based upon the cost of
Tools and Dies averaged over a period of
several years.
I nterest

on

I n vestm en t

Interest on Investment in Inventories, Ac
counts Receivable or Other Trading Assets is
not an element of cost and should not be so
considered. Profit is the compensation for
money and efforts invested in business. The
prevailing interest rate for money cannot be
considered as a basis or a portion of the reward
for effort devoted to business.
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D is c o u n t T a k e n
M e r c h a n d is e

in

P aym ent

of

Discount taken or received is not considered
as a reduction of the Cost of Manufacturing or
as an Income from Operations.
It is an earning on Capital and should be so
considered and therefore, it becomes an addi
tion made after the Net Profit from Manu
facturing is determined and is shown on Exhibit
“ C ” classified with other items under “ Other
Income.”
I nterest on B orro w ed M o n ey

Interest on Borrowed Money is not considered
as an element of cost in conducting a manu
facturing business.
It is the cost of procuring Capital for the
conduct of a business and should be so con
sidered, and therefore it becomes a deduction
after Net Profit from Manufacturing is deter
mined and is shown in Exhibit “ C ” classified
with other items under “ Other Deductions.”
D is c o u n t

A llow ed

Discount Allowed to customers should not be
considered as an expense or as a deduction from
sales, and therefore is shown on Exhibit “ C ”
as a deduction after Net Profit from Manu
facturing and classified with other items under
“ Other Deductions.”
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APPLICATION
ACCOUNTING PRINCIPLES
IN THE DETERMINATION OF
THE COST OF PRODUCTION
AND SELLING
D e p a r t m e n t a l iz a t io n
E xpense

G

of

M a n u f a c t u r in g

OOD Cost Accounting practice requires the
departmentalization of the manufacturing
plant, especially where the investment in
equipment used and where expenses do not apply
alike to all product.
A very simple division of the plant would be
a segregation of the “ bench” work from the
“ machine” work, or, if certain portions of the
plant and certain of the productive employees
were engaged on specific product, such as Rings,
Chains, Gold Jewelry, Platinum Jewelry, etc.
then such products might indicate the necessity
for separate departments. The number of de
partmental divisions necessary in any member’s
plant will depend wholly upon the conditions
existing in his plant.
The smaller manufacturer will more readily
adopt a system that does not call for too many
departmental divisions of expense, and the idea
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of a single Manufacturing Overhead Expense
rate will have a stronger appeal than a more
complicated plan involving the use of several
rates, whenever a single rate can be safely used.
C o st

M ethods

The ideal plan of Cost Accounting for any
industry is the “ Job Order Cost” plan, which
considers allocating to each individual Job or
Production Order, the particular Material,
Labor and Manufacturing Expense applicable
to it. This system requires that each lot or
order of a particular article be costed indivi
dually, and that a Production Order be issued
in connection therewith, and all Costs be tabu
lated that pertain to such orders.
The objection that will be raised by the
smaller manufacturer to the Job Order System
is the amount of clerical labor involved in
keeping it up, as all requisitions for materials
from stores, together with all charges for labor
against each order must be posted.
Certain of the larger manufacturers will be
required to use this system on account of the
magnitude of their operations and the im
possibility of obtaining anything like an ac
curate cost by any other method.
The principal advantage of the Job Order
Method is that all Direct Material and all
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Direct Labor is definitely allocated to specific
orders and can be accounted for accordingly,
and therefore, this system makes it possible to
determine variations in the cost of manufac
turing an article on one occasion as against
another, and immediately draws to the atten
tion of the management any excesses and waste
in Material and Labor, and for these and other
reasons is superior to the Schedule Cost Method.
It is our opinion that the maximum of at
tainment at the present time would be to re
commend to the members generally, and the
smaller ones particularly, that the Schedule
Cost Method be adopted.
The Schedule Cost Method might be con
sidered as a pre-determined cost, that is, the
Cost Schedule is based upon data available
from the books and records and the estimates
or schedules so made susceptible to proof by
the process which we will outline in this report.
We submit in Schedule “ B ” , a Cost Estimate
based on the Schedule Method of Cost Account
ing which serves to illustrate the application of
the elements of cost and the relation of each to
the total. It is safe to assume that the manu
facturers in this industry have a very accurate
knowledge of the quantities of Material enter
ing into a given quantity of a certain article
and what should be a fair allowance for waste.
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Based upon this assumption, they are in a
position to accurately forecast the character and
quantity of Material entering into a given pro
duct.
B y means of tests, time studies, and obser
vations, the manufacturer can also forecast the
amount of Direct Labor necessary in connec
tion with the production of a given quantity of
a certain article. In other words, we are pro
ceeding on the assumption that the manufac
turer forecasts correctly his Material and Direct
Labor, the sum of which is his Prime Cost.
To his Prime Cost will be added his Overhead
Expense, which will be applied as a percentage
on the Direct Labor.
The percentage to be added as Manufac
turing Overhead Expense will be determined
from his books of account and record, from
which he will obtain his Manufacturing Ex
pense and his Direct Labor, and by a division
of his Direct Labor into his Manufacturing
Expense he will determine the percentage to
use, either as a general rate, or, whenever war
ranted as a departmental rate.
The proof of the accuracy of the Schedule
Costs or Estimates will be obtained through
accounts maintained on his general books.
These accounts will represent credits that have
been accumulated by the simple process of
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multiplying the quantities produced of each
article by the scheduled cost of Material, Direct
Labor, and Manufacturing Expense.
The sum of the credits in these accounts
represent the Cost of Production, which has
been charged to Finished Stock. The actual
cost of Material, Direct Labor and Manufac
turing Overhead Expense will be shown in their
respective accounts and the difference between
these debits and the credits, referred to in the
foregoing, will represent the inventory of Work
in Process.
An actual inventory of Material and Work
in Process will indicate to what extent the
Scheduled Costs vary from the actual. It may
be that certain manufacturers will, at first, look
askance at even such a simple accounting plan
as outlined in the foregoing, and for such manu
facturers we recommend that they begin their
Cost Accounting with the proper basis of esti
mating, based upon sound Cost Accounting
Principles, and later develop into the proving
of these estimates as outlined in the foregoing.
S e l l in g

E xpense

Selling Expenses are those expenses incurred
in connection with the storage, shipping and
selling of the finished product.
Authorities on Cost Accounting uniformally
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agree that Selling Expense should be distri
buted upon a basis of the total Manufacturing
Cost or on the total of the Direct Material,
Direct Labor and Manufacturing Overhead
Expense. Assuming the total Manufacturing
Cost for the year was $250,000.00 and the total
Selling Expense amounted to $25,000.00 or
10%; then an article which cost $30.00 a dozen
to manufacture would carry an additional $3.00
for Selling Expense.
We have purposely omitted the Admistra
tive Expense as a separate classification, for the
reason that we have recognized the fact that
the average, and particularly the small concern,
will have no difficulty in dividing their expense
between Manufacturing and Selling. Where
Administrative Expenses represent a substan
tial factor, it would then be in order to classify
them separately as between Selling and Manu
facturing Expense.
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EXHIBIT “A”

EXPENSE CLASSIFICATION
T E following accounts are submitted only
H
to illustrate a principle, they do not rep
resent an ideal classification for any or all
members in your Association.
G eneral

1.
2.
3.
4.
5.
6.
7.

A d m in is t r a t iv e

E xpenses

Salaries— Executive
Salaries— Clerical
Subscriptions and Memberships
Corporate Taxes
Legal and Professional Services
Traveling Expenses— Executive
Sundry Expenses

That portion of the salaries of the Adminis
strative Department that applies to manufac
turing should be charged to Manufacturing
Expense as Administrative Salaries and the
balance of the General Administrative Ex
penses represented in Accounts No. 1 to 7
should be applied to product on the basis of
the Total Manufacturing Cost and included
with the Selling Expense Precentage. The use
of one rate, combining General Administrative
and Selling Expense will simplify the cost ac
counting computation.

18

Principles o f

M a n u f a c t u r in g

E xpenses

Manufacturing Expenses may be grouped
under four main headings; i. e.
(A) Manufacturing, Administrative and Gen
eral Expense
(B) Fixed Charges
(C) Power, Light and Heat
(D) Direct Departmental Expense
(A) Manufacturing, Administrative and Gen
eral Expense consists of such items as follows:
(a-1) Salaries
(a-2) Welfare and Employment
(a-3) Sundry General Charges
These expenses are allocated to Departments
on the basis of the Pay Roll.
(B) Fixed Charges consists of:
(b-1) Depreciation
(b-2) Insurance— Fire
(b-3) Taxes
Fixed charges on buildings are allocated to
Departments on the basis of floor space oc
cupied.
Fixed Charges on machinery and equipment
are allocated to Departments on the basis of
the investment.
(C) Power, Light and Heat Charges are al
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located on the basis of the Power, Light and
Heat requirements of the Departments.
(D) Direct Departmental Charges consist of:
(d-1) Supervision
(d-2) Indirect Labor
(d-3) Repairs
(d-4) Supplies and Sundry Expenses
(d-5) Rent
(a) Portion of Manufacturing, Administra
tive and General Expense
(b) Portion of Fixed Charges, Floor Space,
Investment
(c) Portion of Power, Light and Heat
S e l l in g

E xpenses

8.
9.
10.
11.
12.
13.
14.
15.

Salaries— Executive
Salaries— Salesmen
Commissions
Traveling
Advertising
Shipping
Telephone and Telegraph
Sundry Expenses
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WASTE AND SHRINKAGE— An allowance for shrinkage should be added to the cost of the materials.
The percentage to use will depend on the articles manufactured and the manufacturing practice and ex
perience of the manufacturer.

EXHIBIT “B”
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NET SALES

(MODEL)

NET PROFIT

DEDUCTIONS FROM INCOME
Interest Paid
Discount allowed
Donation
Bad Debts

OTHER INCOME
Interest Received
Discount Earned
Rent Received
Interest on Liberty Bonds
Sales of Refinings, Scrap and Waste

$4,76000
3,45000
2500
500 00

$3,12500
2,38000
1,12000
45000
1,200 00
-----------

NET PROFIT FROM MANUFACTURE

SELLING EXPENSE

NET PROFIT FROM MANUFACTURE

COST OF SALES
Cost
Inventory Adjustments
Manufacturing Loss and Gain

DEDUCTIONS FROM SALES
Returns andAllowances

SALES
Account Sales
Sundry Cash Sales

EXHIBIT “C”

$282,440 00

10,74000

$283,180 00

100.00%

8,735 00

$ 8,275 00

$ 59,500 00

46000

$ 59,960 00

43,750 00

101,71000

21.23%

14.78%

36.01%

178,54000
1,21000
98000
-------------------------- 180,734 0063.99%

$290,39500
2,78500
-----------

INCOME AND EXPENSE
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IN this report the practical rather than the
technical has been adhered to because it
is recognized that the members of the
Association do not want to operate their busi
ness for the sole purpose of maintaining a
“ Cost System” but rather that they are willing
to operate a cost system if it will help them to
make more profit.
Any Manufacturer who can not answer yes
to all of the following questions is deficient in
his accounting methods:
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1. Are your books kept by the double entry
method?
2 . Are your accounts so classified and sub
divided as to show clearly the Cost of Direct
Materials; the cost of Direct Labor; the cost
of Manufacturing Expenses; and the Selling
Expenses?
3. Can you prove your costs, or cost esti
mates by accounts on your books?
4. Do you include in your Expenses a reason
able salary for yourself and other Executives,
and an allowance for depreciation of building,
machinery, tools and dies?
5. Do you apply your Manufacturing Over
head Expense on the basis of Direct Labor or
Man and Machine Hours?

Cost Accounting

23

6.
Do you apply Selling Expenses as a per
centage added to your total manufacturing
costs?

Stevens
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